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introduction 


Background 


THE TAXATION OF CHARITIES 


Tg This paper sets out for public discussion a number of proposed changes 
in the Income Tax Act dealing with the taxation of charities. The areas it 
considers include the operations of charitable organizations and the distinctions 
between charities of different types. Consideration is also given to questions of 
fund-raising costs and disclosure by charities. 


Ze The government hopes that concerned Canadians will respond to these 
proposals over the next several months. It is important that in this period these 
initial conclusions be tested against the views both of individual taxpayers and 
the charities themselves. The proposals are not the definitive position of the 
government on these issues. They represent a proposed direction for govern- 
ment policy in an area in which more information and a comprehensive expres- 
sion of public views are required before legislation is written. 


3. The government intends to present definitive proposals to Parliament 
for implementation after the public has had this opportunity to express its 
views. 


4. At the present time there are more than 35,000 registered charities in 
Canada. These charities play a useful and important role in our national life. 
Charities are significant in the fields of education, medicine, scientific research, 
culture, religion and athletics, to name just a few major areas. Their role is to 
fill in gaps of service and financial support where government should not or 
cannot play a significant part. The federal government appreciates the role of 
charities and does not wish to do anything to diminish their important position 
in Canadian society. It should be noted, however, that registered charities 
received an important tax benefit. Donations to registered charities in Canada 
annually exceed $500,000,000. Tax relief is given for these donations through 
the standard $100 medical/charitable deduction available to all individua! tax- 
payers and through itemized deductions. \n addition, the government does not 
tax income earned by charities. To give some idea of the magnitude of the 
relief this represents, 15 of the largest charities have capital assets of more than 
$700,000,000 generating untaxed income. 


5, Every dollar of tax relief represents a cost to the Canadian taxpayer. 
The government therefore believes that it is appropriate that the rules of taxa- 
tion ensure that the people of Canada obtain maximum benefit from the 


charities. 


Categories of 
Charities 


6. There have been relatively few major changes in the Income Tax Act 
dealing with charities for more than 20 years. But during this time, charitable 
activity has increased markedly in Canada and charities themselves have 
changed in both form and activity. It is therefore appropriate that the Income 
Tax Act be amended to reflect these changes and to ensure that the Act does 
not inhibit charities from carrying on their work in the most effective manner 
possible. 


di, Under the present law, a taxpayer may claim a deduction for gifts to 
any of the following groups: 


= Registered Canadian charitable organizations (in this paper 
referred to as ‘registered charities’); 


— Registered Canadian amateur athletic associations; 
— Certain exempt housing organizations; 

= Canadian municipalities; 

— Canadian provinces; 

— The Government of Canada; 

= The United Nations and its agencies; 

= Certain prescribed foreign universities; 


— Foreign charities if the Government of Canada has made a 
recent contribution to them. 


8. Registered charities fall into three categories. 


Charitable Organizations: More than 90 per cent of the registered chari- 
ties are in fact charitable organizations under paragraph 149(1)(f) of the 
Income Tax Act. These organizations may take varying legal form. They must 
devote all their resources to charitable activities they themselves carry on. The 
transfer of money by one of these organizations to another charity is not 
considered a charitable activity for the purposes of the Income Tax Act. 


New Categories 


Distribution of 
Income 


Charitable Corporations: These are corporations set up for charitable 
purposes. They must not carry on business and must spend at least 90 per cent 
of their annual income in carrying on charitable activities or making donations 
to other charities. 


Charitable Trusts: These are trusts set up for charitable purposes. Like 
charitable corporations, they must not carry on business and must spend at 
least 90 per cent of their annual income carrying on charitable activities or 
making donations to other charities. 


9, As practice has developed in Canada over the years, most charitable 
corporations and charitable trusts are fund raisers, transfering the money raised 
Or earned to other charities. Most direct charitable activity is carried on by 
charitable organizations. 


10. The major change in the categories of charities proposed by the govern- 
ment is to merge the present charitable corporation and charitable trust group- 
ings into a new entity known as charitable foundations. As a result, ‘‘registered 
charities’’ would include the existing sub-group of charitab/e organizations and 
add another called charitable foundations, which could be established either as 
corporations or trusts. Charitable foundations would be classified as either 
public or private. (See diagram page 13) 


tale At present, charitable organizations are not allowed to distribute funds 
to other registered charities because this would detract from their role in carry- 
ing on direct charitable activities. The government now proposes to allow chari- 
table organizations to distribute up to 50 per cent of their annual income to 
other registered charities and to any other organization to which an individual 
could make a contribution and receive a tax deduction for income tax pur- 
poses. This proposed change, along with amendments to the Income Tax Act 
which were passed by Parliament in February 1975, would remove virtually all 
restrictions on the transfer of funds between charities. 


Zz The 50 per cent limit on distribution is designed to maintain a distinc- 
tion between registered charities which essentially carry on their activities 
directly (charitable organizations) and those which are essentially distributors 
of funds (charitable foundations). The distinction continues to be necessary 
because charitable organizations are subject to significantly less control under 
the new proposals than charitable foundations. This preferential treatment can 
be accorded because the very nature of direct charitable activity precludes 


Carrying on 
Business 


Accumulation of 
income 


many of the abuses of most concern to the government. If charitable organiza- 
tions could distribute all their income annually, most foundations would 
endeavour to be classified as charitable organizations in order to qualify under 
the less stringent rules which apply to charitable organizations. The distinction 
in treatment between public foundations and private foundations will be dis- 
cussed later in this paper. 


13: It should be noted that, strictly speaking, no registered charity can 
properly carry on a business. In the case of charitable organizations, there is an — 
implied prohibition against carrying on a business because it would breach the 
rule which requires all its activities to be charitable. On the other hand, chari- 
table corporations and charitable trusts are expressly prohibited from carrying 
on a business. 


14. The government recognizes that many registered charities do have good 
reasons for carrying on a business. An art gallery may have a gift store. A 
hospital may have a cafeteria for visitors. Certain groups sell used clothes and 
other items. In recent years the law has been administered to allow such enter- 
prises if the business is directly related to the charitable activity of the organi- 
zation. 


15: It is proposed to amend the Income Tax Act to allow both charitable 
Organizations and public foundations to carry on a business related to the 
primary charitable activity. This provision would make clear that the test 
would not be the fact that the income earned by the business is used for 
charitable purposes, but rather that the business is a usual and necessary con- 
comitant of the charitable activity. However, a private foundation, as defined 
later in this paper, would not be allowed to carry on any business activity. 


EG: Under the present law a charitable organization must devote all its 
resources to charitable activity, while charitable corporations and trusts must 
spend at least 90 per cent of their annual income in a prescribed manner. It is 
obviously difficult under these rules for a registered charity to accumulate 
funds for major capital projects. As an administrative matter, charities have 
been allowed, in the past, to accumulate sums over a period of years for a 
particular project, usually after discussion with and approval of Revenue 
Canada. 


17. The government proposes to amend the Income Tax Act to provide a 
statutory basis under which funds can be accumulated for capital projects. The 
proposed rules would be broad enough to ensure that appropriate funds may be 


Private , 
Foundations 


accumulated for the project while at the same time providing guidelines to 
ensure that accumulation is in fact for the stated project and not just a method 
by which the organization or foundation defers spending its funds for the 
purpose for which the funds were originally donated. 


18. Canada has been extremely fortunate in the generosity of many of its 
citizens. Among people of means, charity has often become a way of life. One 
method by which private philanthropy has manifested itself has been the 
creation of charitable trusts and corporations to rationalize giving. 


19, Typically, a trust or corporation is created with a large donation of 
capital, either by gift or bequest. The objects of the charity are often spelled 
Out in specific terms. Thus, some of these private charities soend money on 
education, some on medical research, some on hospital construction while 
others simply donate money to any cause the directors of the charity feel is 
deserving. 


ZO} The creation of such charities may have significant tax consequences. 
Most importantly, the charity is exempt from all taxes on its income, subject to 
the distribution rules which normally require that 90’per cent of the annual 
income be paid out each year. Other tax consequences follow from the fact 
that subsequent contributions to the charity are tax-deductible within pre- 
scribed limits and that bequests are, in some provinces, free of succession 
duties. 


Zils It has become evident in recent years that a few taxpayers have been 
abusing the opportunity to establish private charities. The most common abuse 
has been in arranging investments and expenses to ensure that the charity has 
little income and pays out a relatively small sum annually in comparison to its 
capital. This may be done by having the charity invest in low-yield debt or 
equity of the donor’s business, by renting premises from the donor at high rent, 
by paying family members high salaries for relatively little work or by lending 
money to family members at low rates of interest. 


22; These actions are not contrary to the present provisions of the Income 
Tax Act, but they are contrary to its spirit. The government proposes to intiate 
legislation which would inhibit these abuses but not interfere with the opera- 
tions of bona fide private charities. 


New Definitions 
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23. The government proposes to classify all foundations as either public or 
private foundations. Only those charities which are at present charitable cor- 
porations or charitable trusts would be subject to the proposed rules. These 
rules would not apply to charities at present classified as charitable organiza- 
tions. 


24. It is proposed to define a private foundation as one whose controlling 
members, whether directors or trustees, do not deal with one another at arm’s 
length. The notion of arm’s length dealing is a well-defined income tax concept 
which leaves room for determination on the basis of a specific factual situation 
by a court. 


25. Whether or not the foundation is controlled by people at arm’s length, 
a foundation would be deemed to be private if more than 75 per cent of its 
capital has been contributed by one person or by a group of related persons. 
The Minister of Revenue Canada would have the discretion to designate a 
charity which is, under these rules, a private foundation, to be a public founda- 
tion if he is satisfied that in any specific situation the facts warrant such a 
designation. Thus the Minister might decide that a foundation which received 
all its initial funding from one person should be treated as a public foundation 
when additional funds are received from other sources who are at arm’s length 
from the initial donor. 


26. To retain its status as a registered charity, a private foundation would 
be required to distribute to other charities or to expend in direct charitable 
endeavours the greater of 90 per cent of its annual income or 5 per cent of its 
capital, calculated at fair market value on December 31 of each year. Capital 
would be defined to ensure that fixed assets used in the normal operations of 
the charity, such as buildings and furnishings, are excluded. 


Mt Most charities in Canada which would be classified as private founda- 
tions now already meet the proposed new payout test. It is recognized, how- 
ever, that in some cases there would have to be a re-arrangement of various 
investments in order to meet the test. Therefore, a transitional period is 
proposed to make the payout requirement the greater of 90 per cent or 3 per 
cent in the first year of the new rules, 4 per cent in the second year and the full 
5 per cent in the third and subsequent years. 


28. A percentage payout of capital is proposed for two reasons. It ensures 
that the abuses referred to above would be minimized because all capital would 
have to be employed to produce at least a 5 per cent return on the investment. 


Fund Raising 


Disclosure 


Secondly, it means that in return for the very substantial tax concessions 
conferred on private foundations, society as a whole would receive at least a 
fixed minimum return annually. 


29. As mentioned in paragraph 15 a private foundation would not be able 
to carry On business acitvities of any type. This is already a rule which applies 
to all charities in one province of Canada. The definition of carrying on busi- 
ness would ensure that the mere holding of equity in a corporation would not 
be treated as carrying on business. 


30. Some charities in Canada have been the subject of public criticism 
because they have had very high fund-raising costs. This has been disturbing for 
two reasons. First, high fund-raising costs may be a technique to siphon off 
substantial funds to the organizers of a charity, with a very small benefit 
accruing to its real purpose. Secondly, and more seriously, each time such a 
story is widely circulated many potential contributors to charities decide not to 
donate to any charity for fear that the money will not be employed toward the 
stated objectives. In this way one charity which has abnormally high expenses 
jeopardizes the success of every other charity seeking public contributions. 


oh Under the circumstances the government feels that a proposal to 
impose sanctions on charities with exorbitant fund-raising costs will be wel- 
comed by charities and donors alike. It is therefore proposed that whenever the 
expenses of fund-raising exceed 50 per cent of the funds donated in that year, 
the question of whether the charity should retain its registration should be 
reviewed by the Minister of Revenue Canada. The Minister would have the 
power to de-register a charity or to set terms on which the registration may be 
retained. It is proposed that any decision to de-register a charity because of 
excessive fund-raising costs would be subject to appeal to the courts. 


See Another practice which has caused the government concern is the 
conduct of many fund-raising and philanthropic activities in complete secrecy. 
A potential donor often has no knowledge whatsover as to how money is 
expended, what the costs are of raising or spending funds, what the capital of a 
charity is, who makes the decision as to expenditure and what the trustees and 
directors are being paid. Potential donees are often unable to get any informa- 
tion on the objects of the charity, who is eligible to receive money, what the 
criteria are for grants, or occasionally, even where the charity is located. 


11 


Conclusion 


12 


33) It may be argued that, as in a private business, this information is 
private. However, the government believes that the tax concessions granted to 
registered charities are so large they entitle the public to know with some 
precision about the activities of the charity. 


34. The government therefore proposes to require every registered charity 
to file an information return annually. In this return, information would be 
required on income, donations received, gifts made, costs of fund-raising, over- 
head expenses, salaries to senior employees, general objects and mailing 
addresses. This list may be modified or expanded either initially or in the 
future. 


35. The return would be a public document. Filing would be required in 
the District Taxation Office closest to the head office of the charity with a 
copy on file with Revenue Canada in Ottawa. People would be able to examine 
these files to obtain information about a charity in which they are interested. A 
charity would be subject to a fine for failing to make a return and repeated 
failures would be grounds for the rescinding of registration. 


36. As indicated at the outset of this paper, the government is giving notice 
of its views on an important facet of Canadian society. The paper indicates 
some concern over the activities of charities in our society and the tax benefits 
which have been conferred upon them. 


Si. The government is anxious to hear from all Canadians who are inter- 
ested in this problem. Initially, the government wishes to receive written sub- 
missions, which should be addressed to: 


Charities Study Group, 
Department of Finance, 
160 Elgin Street, 

Ottawa, Ont. K1A 0G5 


Submissions should be postmarked no later than September 30, 1975. 
38. Arrangements may be made at a later date to accept oral representa- 


tions if it appears that a substantial number of groups and individuals wish to 
make such representations. 


APPENDIX A 


Present 


Registered Charitable Organization 


Charitable Charitable Charitable 
Organization Trust Foundation 


Proposed 


Registered Charities 


Charitable Charitable 
Organizations Foundations 


y, 


Public 


iS 


APPENDIX B 


Existing Law Proposals 

Categories of Charitable organizations Charitable organizations 
Registered Canadian ' . 
Charitable Organizations Charitable corporations Charitable foundations 
(Registered Charities) a) public 

Charitable trusts b) private 
i a a ce 
Transfer of income from Prohibited Transfer of up to 50 per cent of 
charitable organizations annual income permitted 
to other charities 
Carrying on business Law administered to permit Law amended to permit except for 
related to charitable private foundations 
activity 
Accumulation of Law administered to permit Law amended to permit 
income toward a . 
particular project 
Private foundation No provision Definition: 


— Members of controlling group 
at arm's length. 


— More than 75 per cent of capital 
contributed by one person or 
group of related persons. 


Distribution of income: 


Must distribute or spend greater of 
90 per cent of annual income or 5 per 
cent of capital; three-year transition 


to new rule. 

Fund-raising costs No provision If fund-raising expenses are 
excessive, charity’s registration 
is reviewed. 

Disclosure No provision Annual information return filed 


publicly on income and donations, 
costs, purposes, etc. 
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